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SERVICE WITH A CHAGRIN: THE PROBLEM OF AGGREGATE
ESTIMATES OF UNREPORTED TIPS IN UNITED STATES v.
FIOR D'ITALIA, INC.'
I.

INTRODUCTION

Fior D'Italia is considered a "landmark" restaurant of San Francisco, holding the distinction of being one of the oldest Italian restaurants in the United States.2 Along with its history and its Northern
Italian cuisine, Fior D'Italia also prides itself on its "old world" service.' In this regard, Fior D'Italia's employees (waiters, hosts, table
bussers, etc.), like employees in most restaurants in the country,
receive tips from customers and these tips make up a portion of their
earned wages. Each year in compliance with the Federal Insurance

Contribution Act ("FICA"), Fior D'Italia computes and pays its share of
FICA (or Social Security) taxes for each of its employees based on the
4
employee's salary and the employee's reported tips.
In the early 1990's, the Internal Revenue Service ("IRS") began to
investigate Fior D'Italia's FICA contributions for the years 1991 and
1992.' The investigation began when the IRS noticed a large discrepancy between the amount of tips indicated on credit card slips submitted by Fior D'Italia and the amount of tips Fior D'Italia's employees
had claimed to receive, as reported to the IRS through Fior D'Italia's

Form 8072.6 Following this investigation, the IRS formally sent Fior
D'Italia a notice and demand to pay its share of FICA taxes allegedly
due on tips not reported by its employees during this two-year period.7
The IRS concluded that the unreported tips totaled $156,545 for the
1. Fior D'Italia, Inc. v. United States, 21 F. Supp. 2d 1097, 1098 (N.D. Cal. 1998),
affd, Fior D'Italia, Inc. v. United States, 242 F.3d 844 (9th Cir. 2001), cert. granted,
United States v. Fior D'Italia, Inc., 122 S. Ct. 865 (2002), rev'd, United States v. Fior
D'Italia, Inc., 122 S. Ct. 2117 (2002).
2. Matthew B. Stannard, S.F. Restaurant Loses Tips-Reporting Case to IRS, S.F.
CHRON., June 17, 2002, at Al.

3. http://www.fior.com.
4. Id.
5. Fior D'Italia, 122 S. Ct. at 2121.
6. Fior D'Italia, 21 F. Supp. 2d at 1098. Form 8072 is also known as the
Employer's Annual Information Return of Tip Income and Allocated Tips. Employers
must use this Form 8072 to report to the government their gross sales, charged
receipts and the tip amounts reported by its employees. See 26 U.S.C. § 6053(c)(1)
(2000).
7. Id.
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year 1991 and $147,529 for the year 1992,8 and made an assessment
against Fior D'Italia for additional FICA taxes owed amounting to a
total of $23,262. 9
The manner in which the IRS determined the amounts of the unreported tips of Fior D'Italia's employees was by using an aggregate estimation method.1 ° To determine what Fior D'Italia owed, the IRS first
calculated an average "tip rate" by dividing the total tips charged on
credit cards by the total credit card receipts." This calculation
resulted in an average "tip rate" of 14.49% for 1991 and 14.29% for
1992.12 Assuming that customers tipped the same amount when using
cash or credit cards, the IRS multiplied the average "tip rate" by Fior
D'Italia's total receipts to estimate the total tips received by all employees for the year. 13 Finally, the IRS subtracted the tips actually reported
and applied the FICA tax rate of 7.65% to the remainder to determine
Fior D'Italia's outstanding tax liability. 1 4 In making this calculation,
the IRS only readjusted Fior D'Italia's FICA tax liability and did not
readjust the FICA or the income tax liability of the restaurant's employ5
ees who might have understated their tip income.'
After receiving the notice and demand for payment of these additional FICA taxes owed, Fior D'Italia paid a small portion of the taxes
under protest before bringing a refund suit against the IRS in federal
court. 1 6 The basis of Fior D'Italia's suit was a challenge to the IRS's

statutory authority to use an aggregate estimation method to determine Fior D'Italia's share of FICA taxes on the unreported tip income
of its employees. 7 Specifically, Fior D'Italia argued that the statutes
governing FICA do not allow the IRS to use a method of assessing an
employer's share of FICA taxes by aggregating unidentified employee's
Rather the FICA statutes, particularly 26 U.S.C.
unreported tips.'
8. Fior D'Italia, 242 F.3d at 846 n.3.
9. Fior D'Italia, 122 S. Ct. at 2122. An assessment of a tax is the "formal
recording of a taxpayer's tax liability" which establishes a "taxpayer's liability for the
amount of any tax due and unpaid" and "the IRS's entitlement to collect and retain the
amount as a tax." Bubble Room, Inc. v. United States, 159 F.3d 553, 557 n.8 (Fed. Cir.

1998).
10.
11.
12.
13.
14.
15.
16.
17.
18.

Fior D'Italia, 21 F. Supp. 2d at 1098.
Fior D'Italia, 242 F.3d at 846.
Id.
Id.
Fior D'Italia, 122 S. Ct. at 2121.
Fior D'Italia, 242 F.3d at 846.
Fior D'Italia, 21 F. Supp. 2d at 1098.
Id.
Id.

http://scholarship.law.campbell.edu/clr/vol25/iss1/3

2

20021

Crowson: Service with a Chagrin: The Problem of Aggregate Estimates of Unr
SERVICE WITH A CHAGRIN

§ 3121(q), require the IRS to determine FICA taxes for each employee
individually before it is able to assess the employer's share.19

The district court held the IRS did not have the authority under
the FICA statutes to use an aggregate estimation method to determine
20
an employer's share of FICA taxes for its employees' unreported tips.
The district court based its decision on its interpretation of the language in the FICA statutes. 2 1 The district court concluded that when
the FICA statutes are read in conjunction with other sections of the
Internal Revenue Code, the intent of Congress appeared to be that an
employer's share of FICA taxes should be based on assessments of
individual employee's wages and not on the aggregation of unidenti22
fied employee's unreported tips.

The IRS appealed and the United States Court of Appeals for the
Ninth Circuit affirmed the district court decision. 23 The Ninth Circuit
agreed with the district court's statutory interpretation and held that
the IRS does not have the authority to use an aggregate estimation
method to determine an employer's share of FICA taxes on unreported
tip income.2 4 In light of the split in the federal circuits regarding this
issue, the United States Supreme Court granted certiorari on January
11, 2002.25
II.

TREATMENT OF

Tips UNDER FICA

Before examining the Supreme Court's decision in United States v.
Fior D'Italia, Inc., a brief overview of the treatment of tips in regards to
the Social Security system and FICA would be instructive for a better
understanding of the background to the Court's decision. The Social
Security system has been described as a form of "social insurance" in
which current employers and employees make financial contributions
in order to provide financial security to individuals who are no longer
able to work and support themselves financially. 26 The system covers
19. Id.
20. Id. at 1104.
21. Id.
22. Id.
23. Fior D'Italia, 242 F.3d at 852.
24. Id. at 849-50. The analysis used by the Ninth Circuit in this case is explored
below in Section III of this Note.
25. United States v. Fior D'Italia, Inc. 122 S. Ct. 865 (2002). The following federal
circuits had previously held that the IRS could use the aggregate estimation method:
330 West Hubbard Rest. Corp. v. United States, 203 F.3d 990 (7th Cir. 2000); Bubble
Room, Inc. v. United States, 159 F.3d 553 (Fed. Cir. 1998); Morrison Rest., Inc. v.
United States, 118 F.3d 1526 (11th Cir. 1997).
26. Flemming v. Nestor, 363 U.S. 603, 609 (1960).
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a wide array of programs including retirement insurance, disability
insurance, and medical insurance for the aged and disabled.2 7 To a
large degree these programs are financed through taxes paid under
FICA. 21 The amount of Social Security benefits an individual is ultimately entitled to receive will be determined by their wage earning
history.2 9
Financial contributions under FICA come from two sources: (1)
the employee, whose contributions are usually made as deductions
from that employee's wages, and (2) the employer, whose contributions are usually the equivalent to the employee's share. 30 These FICA
tax obligations are governed under 26 U.S.C. § 3101(a) for employees 3 ' and 26 U.S.C. § 3111(a) for employers.3 2 For the purposes of the
FICA statute, "wages" are defined to include, with certain exceptions,
"all remuneration for employment, including the cash value of all
remuneration (including benefits) paid in any medium other than
cash. '3 3 Tips received by employees are treated as "wages" for the purpose of FICA under 26 U.S.C. § 3121(q), which states:
For purposes of this chapter, tips received by an employee in the
course of his employment shall be considered remuneration for such
employment (and deemed to have been paid by the employer for purposes of subsections (a) and (b) of section 3111). Such remuneration
shall be deemed to be paid at the time a written statement including
such tips is furnished to the employer pursuant to section 6053(a) or
(if no statement including such tips is so furnished) at the time
received; except that, in determining the employer's liability in connection with the taxes imposed by section 3111 with respect to such tips
in any case where no statement including such tips was so furnished
(or to the extent that the statement so furnished was inaccurate or
incomplete), such remuneration shall be deemed for purposes of subti27. Bubble Room, 159 F.3d at 554. See also 42 U.S.C. § 301 (2000); 42 U.S.C.

§ 1351 (2000); 42 U.S.C. §§ 1395i, 5i-2a (2000); 42 U.S.C. § 1395j (2000).
28. 42 U.S.C. § 911 (2000).
29. Flemming, 363 U.S. at 608.
30. Fior D'Italia, 21 F. Supp. 2d at 1099.
31. 26 U.S.C. § 3101(a) (2000). "[T]here is hereby imposed on the income of
every individual a tax equal to the following percentages of the wages (as defined in
section 3121(a)) received by him with respect to employment (as defined in section

3121(b))."
32. 26 U.S.C. § 3111(a) (2000). "[Tjhere is hereby imposed on every employer an
excise tax, with respect to having individuals in his employ, equal to the following
percentages of the wages (as defined in section 3121(a)) paid by him with respect to
employment (as defined in section 3121(b))."
33. 26 U.S.C. § 3121(a) (2000).
http://scholarship.law.campbell.edu/clr/vol25/iss1/3
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tle F to be paid on the date on which notice and demand for such taxes
is made to the employer by the Secretary.3 4
There are two exceptions to treating tips as "wages" that collectively are referred to as the "wages band. ' 35 First, "wages" under FICA
do not include any remuneration received by individual employees in
excess of the "contribution and benefit base." 36 Second, "wages"
under FICA do not include cash tips received by an employee within a
calendar month that total less than twenty dollars.3 7 Any tips that fall
within these two exceptions, then, are not considered as "wages" in
determining the share of FICA taxes for employees and employers. 38
Even though 26 U.S.C. § 3121(q) defines most tips received by an
employee as "wages" for the purposes of determining FICA tax obligations, this has not always been the case. 39 Prior to a series of amendments passed by Congress, beginning in 1965, tips were only subject
to personal income tax liability and were not subject to FICA tax
liability.40
The first change regarding FICA tax liability for tips occurred
when Congress amended the FICA statute in 1965. 1 These amendments provided that an employee's wage earning history would include
tip income and that income would be credited to that employee's
Social Security account. 42 Tips were to be considered "wages" of the
employee and the employer could accordingly deduct and withhold
from an employee's wages the employee's share of FICA taxes attributable to the tips.4 3 The same tips, however, were not considered in determining the employer's share of FICA contributions.4 4 In other words,
these amendments only impacted the tax liability of employees, but
not employers.
Liability to paying FICA taxes was then partially extended to
employers in 1977 when Congress required employers to pay FICA
taxes up to the federal minimum wage amount on tips received by
34. 26 U.S.C. § 3121(q) (2000).
35. Bubble Room, 159 F.3d at 555.

36.
37.
38.
39.

26 U.S.C. § 3121(a)(1) (2000).
26 U.S.C. § 3121(a)(12)(B) (2000).
Bubble Room, 159 F.3d at 555.
Bubble Room, Inc. v. United States, 36 Fed. Cl. 659, 672 (1996).

40. Id.

41. Id. (citing Social Security Amendments of 1965, Pub. L. No. 89-97, § 313, 79
Stat. 286, 380-85 (1965) (now codified as amended in various sections of Title 26 of
the U.S.C.)).
42. Id.
43. Id. at 673.
44. Id.
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employees. 45 As a result, employees were required to pay FICA taxes
on all of their tips, but employers were required to pay FICA taxes on
the employees' tip income only up to the federal minimum wage.4 6
The contribution obligations of employees and employers under FICA
were finally equalized in the Omnibus Budget Reconciliation Act of
1987, which required employers to pay the same amount of FICA taxes
as paid by the employees.4 7 Along with equalizing the obligations
between employers and employees, this amendment also sought to prevent employers whose employees collected tips from receiving an
tax liability over employers whose
unfair advantage in regards to FICA
48
employees did not receive tips.

While this change brought more fairness into the system, it also
created a potentially awkward position for employers whose employees
receive tips. 49 Even though tips are usually paid to employees directly
by customers, FICA now treats the tips as though they had been paid
to the employees by the employer as part of the employee's remuneration. 50 As a result, employers are deemed to have paid "large sums of
money that they have never touched and whose exact amounts they
have no way of ascertaining."' 5 1 Yet, in order to make the calculations
necessary for determining how much to withhold from an employee's
wages and how much they need to contribute for FICA purposes,
employers are expected to know the amount of tip income received by
each of their employees.5 2
The procedure for addressing this potential problem is addressed,
in part, by two provisions under the Internal Revenue Code.5 3
Employees who receive tips are supposed to submit monthly statements, usually on a Form 4070, to their employers on which they
report all tips they received that month that qualify as "wages" for
FICA purposes.5 4 Then, employers include this information as part of
45. H.R. REP. No. 95-702, at 11 (1977), reprinted in 1977 U.S.C.C.A.N. 4155, 4168.
46. Bubble Room, 36 Fed. Cl. at 673.
47. Id. (citing Pub. L. No. 100-203, Title IX, § 9006, 101 Stat. 1330-288-289
(1987)).
48. Id. (citing S. Print No. 63, 100th Cong., 1st Sess. 202-03 (1987); 133 CONG.
REc. S34, 826 (1987)).
49. Fior D'Italia, 242 F.3d at 845.
50. Id. See also 26 U.S.C. §§ 3101, 3111, 3121(a), (q) (2000).
51. Fior D'Italia, 242 F.3d at 845.
52. Id.
53. 26 U.S.C. § 6053(a), (c)(1) (2000).
54. § 6053(a).
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their gross sales, charged tips and aggregate tips reported by its
employees in their reports to the IRS, submitted on a Form 8027.15
To function properly, however, this procedure presupposes that
the information supplied by the employees to the employers on the
Form 4070 is accurate and complete, and the employees are not reporting or underreporting the amount of tips they have received. So when
the situation arises, as in United States v. Fior D'Italia, Inc., where tips
were not reported accurately by employees, the result is that the
employer, often unknowingly, submits inaccurate information to the
IRS and fails to make the correct FICA contributions. 5 6 Clearly, 26
U.S.C. § 3121(q) indicates that the IRS is able to make assessments
against the employer for its share of FICA taxes on employee tips, even
if the employee fails to report all tips.5 7 The key issue, then, is not
whether the IRS can make assessment, but the manner in which the
IRS is to do so. The issue, whether the IRS has the authority to make
58
the assessment by using an aggregate estimate of the unreported tips,
lies at the heart of United States v. Fior D'Italia,Inc., as well as a series
59
of federal court of appeals cases that preceded it.
III.

FEDERAL COURT OF APPEALS DECISIONS PRIOR TO THE SUPREME
COURT'S DECISION IN UNITED STATES V. FIOR D'ITAA, INC.

United States v. FiorD'Italia,Inc. was not the first time the federal
courts grappled with the issue of whether the IRS is authorized to use
an aggregate estimation method to make assessments for an employer's
share of FICA taxes on unreported tips. The issue had been addressed
in four court of appeals decisions in four different federal circuits
prior to the Supreme Court's United States v. Fior D'Italia, Inc. decision.6" In three of these decisions, the courts held that the IRS is
55. § 6053(c)(1).
56. See United States v. Fior D'Italia, Inc., 122 S.Ct. 2117 (2002).
57. 26 U.S.C. § 3121(q) (2000) ("[Wlhere no statement including such tips was so
furnished (or to the extent that the statement so furnished was inaccurate or
incomplete), such remuneration shall be deemed for purposes of subtitle F to be paid
on the date on which notice and demand for such taxes is made to the employer by the
Secretary.")
58. See Fior D'Italia, 122 S.Ct. at 2117.
59. Id. See also 330 West Hubbard Rest. Corp. v. United States, 203 F.3d 990 (7th
Cir. 2000); Bubble Room, Inc. v. United States, 159 F.3d 553 (Fed. Cir. 1998);
Morrison Rest., Inc. v. United States, 118 F.3d 1526 (11th Cir. 1997).
60. Fior D'Italia, Inc. v. United States, 242 F.3d 844 (9th Cir. 2001); West Hubbard,
203 F.3d at 990; Bubble Room, 159 F.3d at 553; Morrison, 118 F.3d at 1526.
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authorized to use an aggregate estimation method. 6 1 In the fourth
decision, the Court of Appeals for the Ninth Circuit held that the IRS
was not authorized to use an aggregate estimation method.6 2 It is this
latter decision that was reviewed and ultimately reversed by the United
States Supreme Court in United States v. Fior D'Italia, Inc.63
The first of these federal court of appeals decisions, Morrison Restaurants, Inc. v. United States, involved an employer seeking a refund
and abatement of FICA taxes assessed by the IRS on unreported
employee tips. 64 The employer contended, in view of Congress' silence
on the matter, that the IRS did not have the authority under 26 U.S.C.
§ 3121(q) to assess an employer's share of FICA taxes on unreported
tips on an aggregate basis without first determining the underreporting by individual employees.65 The IRS argued that 26 U.S.C.
§ 3121(q), when read in conjunction with 26 U.S.C. § 6201(a), gives
the IRS the authority to assess an employer's share of FICA taxes for
unreported tips in the aggregate, and that there is no statutory prohibition against making such an assessment in the absence of determining
the individual employee's underreporting.6 6
The Eleventh Circuit rejected the employer's argument noting that
the language of 26 U.S.C. § 3121(q) suggests that an employer can be
assessed its share of FICA on an aggregate basis even when an individual employee's share has not been determined.6 7 The court pointed to
the structure of the Internal Revenue Code itself, which has separate
and independent provisions imposing tax liability on employees and
employers, as supporting this interpretation of the statutory provision. 68 Further, the court indicated the purpose of the Social Security
Act, which is to furnish financial assistance to aged, needy individuals,
is not inconsistent with a payment of an employer's share of FICA
taxes on unreported tips in the aggregate. 6 9 Finally, the Eleventh Circuit deferred to the IRS's use of aggregate method because the court
61. West Hubbard, 203 F.3d at 990; Bubble Room, 159 F.3d at 553; Morrison, 118
F.3d at 1526.
62. Fior D'Italia, 242 F.3d at 844.
63. United States v. Fior D'Italia, Inc., 122 S. Ct. 2117 (2002).
64. Morrison, 118 F.3d at 1528.
65. Id. at 1529.
66. Id. at 1529. See also 26 U.S.C. § 6201(a) (2000) (The IRS "is authorized and
required to make the inquiries, determinations, and assessments of all taxes ... which
have not been duly paid.")
67. Id.
68. Id.
69. Id. at 1530.
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found the IRS's interpretation of statutory provisions as being
reasonable.7 °
The issue of using aggregate estimates of unreported tips to determine an employer's FICA tax liability was also explored in Bubble
Room, Inc. v. United States. 71 The case involved an employer seeking a
refund for FICA taxes assessed by the IRS based solely on an aggregate
estimate of the unreported tips of the employer's employees.7 2 The
employer contended the IRS lacked statutory authority to use aggregate estimates to determine employer's FICA tax liability for the unreported tips and that 26 U.S.C. § 3121(q) required the IRS to assess
FICA tax liability of each individual employee before it can make such
assessments for an employer.7 3 The government asserted that the
addition of the notice and demand clause in § 3121(q)74 authorized
the assessment of employer-only FICA tax when employees fail to accurately report their tips and that the use of an aggregate estimation
method to make such assessment was reasonable.7 5
The Federal Circuit rejected the employer's argument and concluded the IRS does have the authority use an aggregate estimation
method without first determining the individual employee's tip
income. 76 The court noted the FICA statutes impose separate tax liabilities on employees and employers, and nothing in the statutes conditioned the imposition of a tax on one or the other.7 7 Therefore, the
court reasoned the IRS does not have to assess FICA tax liability of
employees for unreported tips before it can assess FICA tax liability of
employers. 78 Furthermore, the court found that 26 U.S.C. § 3121(q),
while not conclusive, did imply that an aggregate estimation method
could be used by the IRS, especially when viewed in conjunction with
the IRS's ability to use aggregate estimates in calculating income tax
70. Id.
71. Bubble Room, Inc. v. United States, 159 F.3d 553 (Fed. Cir. 1998).
72. Id. at 559-60.
73. Id. at 562-63.
74. "[I1n determining the employer's liability in connection with the taxes imposed
by section 3111 with respect to such tips in any case where no statement including
such tips was so furnished (or to the extent that the statement so furnished was
inaccurate or incomplete), such remuneration shall be deemed for purposes of subtitle
F to be paid on the date on which notice and demand for such taxes is made to the
employer by the Secretary." 26 U.S.C. § 3121(q) (2000).
75. Bubble Room, 159 F.3d at 560.
76. Id. at 564-66.
77. Id. at 565.
78. Id.
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under 26 U.S.C. § 446(b).7 9 The court also noted the practical difficulties of requiring the IRS to conduct audits of each individual
employee in order to determine the unreported tip income of each
employee.8 0
In 330 West Hubbard Restaurant Corp. v. United States, the Court
of Appeals for the Seventh Circuit also concluded the IRS was authorized to assess the employer's share of FICA taxes on the unreported
tips on an aggregate basis, without first determining the amount of
underreporting by the individual employees. 8 As in Morrison Restaurants, the case involved an employer seeking a refund and abatement of
FICA taxes for unreported tips assessed by the IRS using an aggregate
estimation method.8 2 The court noted there was no statute that specifically authorized or prohibited the IRS from using of an aggregate estimation method in regards to FICA taxes.8 3 The court found, however,
the IRS's interpretation of the FICA statute as authorizing its use of an
aggregate estimation method to be reasonable and the use of such a
method did not run counter to the objective of the FICA statute.8 4 The
court also indicated its deference to the holdings in Morrision Restaurants and Bubble Room noting the importance of maintaining uniformity in regard to federal tax cases. 85
Despite the unanimity of the federal court of appeals in holding
that the IRS had the authority to use aggregate estimates to assess
FICA taxes for unreported tips, there was notable dissent in some federal district courts.8

6

The situation reached a head when the Court of

Appeals for the Ninth Circuit affirmed one of the dissenting district
court cases, Fior D'Italia, Inc. v. United States, and held that the IRS
did not have the statutory authority to use an aggregate estimation
79. Id. See also 26 U.S.C. § 446(b) (2000), authorizing the IRS to use aggregate
estimates to assess income tax.
80. Bubble Room, 159 F.3d at 567.
81. 330 West Hubbard Rest. Corp., 203 F.3d at 997.
82. Id. at 991.
83. Id. at 995.
84. Id. at 995-96.
85. Id. at 994.
86. See Quietwater Entm't, Inc. v. United States, 80 F. Supp. 2d 1323 (N.D. Fla.
1999) (finding IRS improperly used an aggregate method in estimating unreported
tips); Fior D'Italia, Inc. v. United States, 21 F. Supp. 2d 1097 (N.D. Cal. 1998) (finding
IRS did not have statutory authority to use an aggregate method for estimating
unreported tips). Please note, however, that Quietwater was subsequently reversed per
curiam in an unpublished opinion by the Eleventh Circuit Court of Appeals.
Quietwater Entm't, Inc. v. United States, 220 F.3d 592 (11th Cir. 2000).
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method to determine an employer's share of FICA taxes for its employees' unreported tips. 7
The Ninth Circuit based its holding on an interpretation of 26
U.S.C. § 3121(q) that differed from the one used in the preceding federal court of appeals cases."" Specifically, the Ninth Circuit determined the text of 26 U.S.C. § 3121(q) spoke only to the ability of the
IRS to make assessments and did not give any implicit authority to use
an aggregate estimation. 89 First, the Ninth Circuit rejected the idea
that the IRS was given the authority to use an aggregate estimation
method when § 3121(q) was read in conjunction with the IRS's ability
to use aggregate estimates in calculating income tax under 26 U.S.C.
§ 446(b).9 0 In fact, the Ninth Circuit argued that the existence of
§ 446(b) itself suggested just the opposite. 9 ' Since Congress only
granted the important power of making aggregate estimates explicitly
in § 446(b), its failure to do so in § 3121(q) pointed to the fact Congress did not intend to give such power to the IRS in calculating FICA
taxes.9 2
Second, the Ninth Circuit rejected the idea that the allowance of
different deadlines for making assessments against employers and
employees by the IRS under § 3121(q) implied the authority for the
IRS to use an aggregate estimation method.9 3 Since § 3121(q) allows
the IRS to assess employers after the time for assessing employees has
passed, the IRS argued it would have no way to conduct the assessment
against the employer once the time limit had passed for auditing
employees other than by an aggregate estimation method.9 4 The Ninth
Circuit did not agree with the IRS's interpretation, instead reasoning
that the difference in assessment deadlines is procedural in nature and
does not extend the use of aggregate estimates.9 5 Since an employer's
share of FICA taxes for unreported tips cannot be determined until the
IRS first determines how much the employee underreported in tips,
there is no point in making assessments against the employer until the
employee audit has been completed.9 6 If the deadlines were the same,
then the IRS would have to make assessments against the employer
87.
88.
89.
90.
91.
92.
93.
94.
95.
96.

Fior D'Italia, 242 F.3d at 852.
See id. at 849-52.
Id.
Id. See also 26 U.S.C. § 446(b) (2000).
Fior D'Italia, 242 F.3d at 849.
Id.
Id. at 849-50.
Id.
Id.
Id.
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without the benefit of a completed employee audit.9 7 The difference in
deadlines for making assessments against employers and employees
under § 3121(q), exists for practical and procedural purposes and
does not imply an expansion of the IRS's authority to use aggregate
estimation methods for assessing FICA taxes.9"
Third, the Ninth Circuit rejected the argument that the use of
aggregate estimates of unreported tips was implied in § 3121(q)
because the section only applies in cases in which the employer's
records regarding tips are inadequate.9 9 The court in Bubble Room reasoned that since § 3121(q) only applies when tips are unreported or
underreported, Congress must have realized that the IRS would have
no choice but to use an aggregate method when calculating assessments for employer's FICA taxes and, therefore, must have intended for
the IRS to use such a method. 10 0 The Ninth Circuit disagreed with this
interpretation and argued that in cases of unreported or underreported
tips, the most direct and obvious way to determining the taxable tips
actually received by the employees is to audit the individual employees,
not to use aggregate estimates against the employers.' 1 While the
Ninth Circuit conceded that having to conduct audits of each individual employee could prove to be cumbersome for the IRS, the Ninth
Circuit noted the IRS is not without recourse. 10 2 Namely, the IRS
could seek specific congressional approval to extend the § 446(b)
authority to the arena of FICA tax assessments or the IRS could promulgate a regulation to give the IRS the authority to make assessments
10 3
using aggregate estimation methods per 26 U.S.C. § 6205(a)(1).
In light of the prior holdings of the other federal circuits, the
Ninth Circuit holding in Fior D'Italia, Inc. v. United States caused a
split in the federal circuits and threatened to undermine the maintenance of uniformity in regard to federal tax case law. In the wake of
the Ninth Circuit decision, the Supreme Court granted certiorari to
resolve the issue of whether the IRS had the statutory authority to use
97. Id.
98. Id.
99. Id. at 851.
100. Bubble Room, 159 F.3d at 565.
101. Fior D'Italia, 242 F.3d at 851.
102. Id.
103. Id. See also 26 U.S.C. § 6205(a)(1) (2000) ("If less than the correct amount of
tax imposed by section 3101, 3111, 3201, 3221, or 3402 is paid with respect to any
payment of wages or compensation, proper adjustments, with respect to both the tax
and the amount to be deducted, shall be made, without interest, in such manner and at
such times as the Secretary may by regulations prescribe.").
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an aggregate estimation method to make assessments for an employer's
10 4
share of FICA taxes on unreported tips.
IV.

THE SUPREME COURT DECISION IN UNITED STATES V. FiOR
D'ITALIA, INC.

In a 6-3 ruling, the United States Supreme Court reversed the
Ninth Circuit and held that the IRS is statutorily authorized to use an
aggregate estimate method.' 0 5 The majority opinion, written by Justice
Breyer, began its analysis by noting that 26 U.S.C. § 6201(a) gives the
IRS the authority to make assessments on taxes which have not been
paid. 10 6 The majority noted this authority carries with it the power for
the IRS to also decide the manner in which the assessment will be
made. 10 7 The majority cited several decisions that held the IRS could
use estimates in making assessments for tax liability, provided that the
use of such estimates is "reasonable."' 0' The majority explained that
the question before the Court was whether the IRS's use of an aggregate estimate of all tips received by Fior D'Italia's employees, in order
to make an assessment for FICA taxes based upon unreported tips, was
a "reasonable" use of estimates, and thereby authorized.109
The majority went about answering this question by reviewing the
various arguments presented by Fior D'Italia to explain why the aggregate estimation method was not reasonable. 1 10 The majority first
rejected Fior D'Italia's argument that the frequent use of the singular in
26 U.S.C. § 3121(q) indicated Congress' intent that the IRS could only
104. Fior D'Italia, 122 S. Ct. at 2122.
105. Id. at 2121.
106. Id. See also 26 U.S.C. § 6201(a) (2000).
107. Fior D'Italia, 122 S. Ct. at 2122.
108. Id. at 2122-23. The cases cited by the majority included: United States v. Janis,
428 U.S. 433, 437 (1976) (upholding estimate made by extrapolating information
based on gross proceeds from five days); Dodge v. Comm'r, 981 F.2d 350, 353-54 (8th
Cir. 1992) (upholding estimate using bank deposits by taxpayer); Erickson v. Comm'r,
937 F.2d 1548, 1551 (10th Cir. 1991) (upholding estimate made using taxpayer's
purchasing record); Pollard v. Comm'r, 786 F.2d 1063, 1066 (11th Cir. 1986)
(upholding estimate using "cost of living" statistical tables); Gerardo v. Comm'r, 552
F.2d 549, 551-52 (3rd Cir. 1977) (upholding estimate made by extrapolating
information based on gross receipts from two days); Mendelson v. Comm'r, 305 F.2d
519, 521-22 (7th Cir. 1962) (upholding estimate of waitress' tip income based on
restaurant's gross receipts and average tips earned by all waitresses employed by
restaurant); McQuatters v. Comm'r, 32 T.C. M. (CCH) 1122 (1973) (upholding
estimate of tip income based on restaurant's gross receipts and average tips earned by
all waitresses employed).
109. Id.
110. Id. at 2123-27.
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assess an employer's share of FICA taxes as to each of its individual
employees, and the use of an aggregate estimation method was therefore contrary to Congress' intent."' For example, Fior D'Italia noted
that § 3121(q) refers to "tips received by an employee in the course of
his employment" instead of referring to "employees" and "their"
employment. 1 12 Despite the presence of the singular language in
§ 3121(q), the majority downplayed the linguistic significance and
pointed out that the operational sections of the FICA statute to which
§ 3121(q) refers, namely 26 U.S.C. §§ 3111 (a) and (b), make frequent
use of the plural.1 13 The majority concluded that this linguistic argument is inconclusive and did not refute the IRS's authority to use an
114
aggregate estimation method.
Second, the majority rejected the Ninth Circuit's reading of the
statutory provisions 26 U.S.C. § 446(b) and 26 U.S.C. § 6205(a)(1) as
implying that the IRS lacked authority to use an aggregate estimation
method.1 15 The majority found § 446(b) as only applying to one corner of income tax law and any reading into the provision of a negative
implication regarding other areas of tax law would improperly limit
the IRS's ability to make assessments." 6 Likewise, the majority found
that § 6205(a)(1) was limited in its applicability to one specific area of
tax law and it did not have any implications regarding the methods
used by the IRS to make assessments.' 17 The majority concluded that
Congress did not intend for there to be any negative implications read
into these provision which would serve to limit the IRS's overall ability
to make assessments.118

Third, the majority rejected Fior D'Italia's argument that certain
features of the aggregate estimation method made the use of such
methods unreasonable because they tended to inflate employer's FICA
tax liability. 1 9 Specifically, Fior D'Italia argued the aggregate estimation method employed by the IRS would include tips that fall into the
"wages base" which should not be included in determining FICA tax
liability. 120 Also, an aggregate estimation method based on credit card
slips would fail to take into account other factors, which would tend to
111.
112.
113.
114.
115.
116.
117.
118.
119.
120.

Id. at 2123.
26 U.S.C. § 3121(q) (2000) (emphasis added).
Fior D'Italia, 122 S. Ct. at 2123.
Id.
Id.
Id. at 2124.
Id.
Id.
Id. at 2124-25.
Id. at 2124.
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reduce the employer's FICA tax liability (e.g. cash tips tend to be lower,
customers who do not leave any tips, customers receiving cash back on
high credit card tips). 1 21 Together these features of the aggregate estimation method would overestimate employer
FICA tax liability, ren1 22
dering any assessment unreasonable.
The majority disagreed that these features rendered the aggregate
estimation method unreasonable and noted that a taxpayer would still
have the ability to challenge the accuracy of an aggregate estimate in
court if they felt it was inaccurate. 1 23 The majority noted the only reason Fior D'Italia was not able to pose such a challenge in this case was
due to Fior D'Italia's stipulation that it would not challenge the accuracy of the IRS's calculations. 1 24 Additionally, the majority was not
convinced that individualized employee assessments would be any
more reasonable than employer assessments based on an aggregate
estimation method since the individual audits of the employees' underreported tips would most likely be based on estimates themselves,
125
thereby compounding the potential for inaccuracies.
Fourth, the majority did not accept Fior D'Italia's contention that
the aggregate estimation method is unreasonable because it places
employers in an awkward position by requiring them to pay taxes only
on tips that have been reported by their employees, even though the
employer knows the reports to be inaccurate. 1 26 The basis of Fior
D'Italia's argument is the apparent disconnect between the IRS regulation, 26 C.F.R. § 31.6011(a)-1(a), and the use of an aggregate estimation method for assessment purposes. 1 27 Specifically, 26 C.F.R.
§ 31.6011(a)-1(a) states that an employer must "include wages
received by an employee in the form of tips only to the extent of the
1 28
tips reported . . . to the employer" when calculating FICA taxes.

However, the IRS's ability to use an aggregate estimation method suggests that an employer is supposed to include reported and unreported
tips when calculating its FICA taxes if it wishes to avoid later
29

assessments. 1

The majority argued that there is no disconnect and that 26 U.S.C.
§ 3121(q) already contemplates this situation by not attaching any
121. Id.
122. Id.
123. Id. at 2125.

124. Id.
125.
126.
127.
128.
129.

Id.
Id.
Id.
26 C.F.R. § 31.6011(a}-l(a) (2002).
Fior D'Italia, 122 S. Ct. at 2125.
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FICA tax liability on employers until the IRS has given notice and
demand to the employer. 130 Until notice and demand is made, such
unreported tips are not deemed to have been paid by the employer
under § 3121(q).13 At most, the majority suggested, the situation
posed a hardship on employers to the extent that they would feel
inclined to create an account for potential FICA tax liability.' 32 But
this bookkeeping hardship, in the view of the majority, is not enough
1 33
to make the use of an aggregate estimation method unlawful.
Finally, the majority rejected Fior D'Italia's argument that the IRS
was abusing its power by putting the aggregate estimation method to
improper use. 1 3 4 In particular, Fior D'Italia argued the IRS, in contravention of congressional intent, was using the aggregate estimation
method in order to force employers into monitoring employees' compliance with FICA on behalf of the IRS. 135 The majority, however, noted
that even if an improper motive could make the use of an aggregate
estimation method unlawful, Fior D'Italia failed to demonstrate that
the IRS acted illegally in this case. 1 36 The majority found that Fior
D'Italia had only presented a general claim of an abuse of agency
action and such general claim was not sufficient. 13 7 Additionally, any
concern expressed by Congress regarding employers' difficulty in
monitoring employees' reporting of tips did not also imply that any use
of an aggregate estimation method was unreasonable. 138
The dissent, written by Justice Souter and joined by Justices Scalia
and Thomas, believed the majority was reading the IRS's statutory
authority to make assessments too broadly.' 39 The dissent argued the
use of an aggregate estimation method raised a series of anomalies
that suggested that the method was not intended by Congress under
140
FICA and was therefore unauthorized.
One of anomalies noted by the dissent was that the use of an
aggregate estimation method ran counter to the purpose of certain
statutes.'
For one, the dissent believed the aggregate estimation
130.
131.
132.
133.
134.
135.
136.
137.
138.
139.
140.
141.

Id.
Id.
Id.
Id.
Id.
Id.
Id.
Id.
Id.
Id.
Id.
Id.

at 2125-26.
at 2126.
at 2126-27.
at 2126.
at 2126-27.
at 2127.

at 2128-30.
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method was at odds with the overall purpose of the Social Security
system. 14 2 The dissent noted the purpose of the Social Security system
is to provide employees with benefits based on the wages they
earned.4 3 Since the aggregate estimation method addresses only the
employer's unpaid FICA taxes, without crediting the employee's Social
Security wage earnings account, the aggregate estimation method
serves to create a disjunction between the amount an employer is taxed
14 4
and the amount an employee is ultimately benefited.
Additionally, the dissent argued the aggregate estimation method
is at odds with 26 U.S.C. § 6001, a statute that imposes a general obligation on all taxpayers to maintain reasonable records. 1 4 5 Section
6001 contains an exception to this general obligation in regards to
employers who are only obliged to keep records of charged tips in certain circumstances and are absolved from making sure their employees
are properly reporting all of their tips. 1 4 6 By authorizing the practice

of using aggregate estimates of unreported tips to make assessments
for an employer's FICA taxes, however, the IRS "virtually reads the
exception out of the [statute].' 4 7
The dissent argued that the aggregate estimation method creates
another anomaly in that it tends to inflate the employer's FICA tax
liability. 148 Specifically, the IRS's use of generalized assumptions
regarding the unreported tips, such as the amount of tipping percentages, the equivalency between cash and credit tips, and the IRS's failure to account for "wage band" tips results in an overestimation of the
employer's tax liability. 1 4 9 The dissent disagreed with the majority's
argument that individualized employee assessments would be just as
inaccurate, if not more inaccurate, than employer assessments based
on an aggregate estimation method. 150 On the contrary, the dissent
believed the individualized employee assessments would be more tailored and could better account for "wage band" issues."'
The dissent also found that the aggregate estimation method created an anomaly in regards to the sequence of the assessment and
142.
143.
144.
145.
146.
147.
148.
149.
150.
151.

Id. at 2128.
Id.
Id.
Id. at 2129.
Id. See also 26 U.S.C. § 6001 (2000).
Fior D'Italia, 122 S.Ct. at 2130.
Id. at 2128-29.
Id.
Id. at 2130.
Id.
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notice procedure. 15 2 In a typical situation, the IRS first makes an
assessment for unpaid taxes and then follows it up by issuing notice
and a demand for payment of the unpaid taxes. 15 3 The trigger for liability is when the taxpayer fails to pay the taxes they are obliged to
pay. 154 But in a situation where the IRS uses an aggregate estimation
method to determine an employer's FICA tax liability for unreported
taxes, the sequence is reversed-the IRS has to make the notice and
demand before making the assessment. 155 As the dissent summarized
it, "[t]he upshot is that the estimate has to occur before the statute
applicable."' 1 56 The dissent
claimed to authorize it, § 6201, is even
157
suspicious.
logic
found such circular
In closing, the dissent argued that given the existence of these
anomalies, the better approach would be to not read into the FICA statute an implied authority for the IRS to use aggregate estimation methods in making assessments on unreported tips. 158 Instead, the dissent
suggested that 26 U.S.C. § 3121(q) should be read, as proposed by
Fior D'Italia, in the singular.' 5 9 This approach would be more consisabridge the anomalies
tent with the intent of Congress and would help
160
that arise under the majority's interpretation.
V.

UNRESOLVED ISSUES IN THE AFTERMATH OF UNITED STATES V. FIOR

D'ITAL,

INC.

While the Supreme Court resolved the particular issue of whether
the IRS is authorized to use aggregate estimation methods in making
employer assessments for unreported tips, its decision in United States
v. Fior D'Italia, Inc. serves to raise several other issues regarding the
practical effects that the use of aggregate estimation methods will have.
As the dissent in Fior D'Italiaargued, the majority's interpretation creates a series of statutory anomalies, which could have been avoided if
the majority had found that the IRS's use of the aggregate estimation
method was not authorized. 61 The dissent clearly suggests a contrary
16 2
decision would have been a cleaner and more reasonable approach.
152.
153.
154.
155.
156.
157.
158.
159.
160.
161.
162.

Id. at 2130-31.
Id.
Id.
Id.
Id.
Id.
Id.
Id.
Id.
Id.
Id.

at 2130.

at 2131.
at 2133-34.

at 2134.
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But now, with the Court reversing the Ninth Circuit in accordance with
Morrison Restaurants and Bubble Room, these statutory anomalies will
persist.
In addition to the unresolved statutory anomalies created by the
Court's decision, another significant issue raised by Fior D'Italia is
how aggregate estimates for unreported tips should be calculated.
This issue was clearly on the mind of the majority and dissenting Justices in Fior D'Italia,16 3 but since Fior D'Italia had stipulated that it
would not challenge the IRS on the accuracy of its calculations, the
Court did not reach with this particular issue.' 6 4 The majority only
concluded that the IRS's general use of an aggregate estimation
method did not fall "outside the bounds of what is reasonable."1 6 5
Future taxpayers would still be able to challenge the accuracy of the
aggregate estimates used by the IRS in particular cases and might be
66
able to insist on a more accurate formula.'
The Court noted several factors that could impact the accuracy of
aggregate estimates. These included tips that fall within the "wages
band," quantitative differences between cash tips and credit card tips,
customers "stiffing" waiters, and credit card fees being deducted from
the tip amounts. 1 67 Additionally, the practice of "tip sharing," where
waiters who receive tips from customers then share the tips with table
bussers, bartenders and other restaurant employees, could also impact
the accuracy of aggregate estimates for unreported tips. 168 Without
taking into consideration these factors when calculating the aggregate
estimates, the concern is that the assessment will overstate the
employer's FICA tax liability, 1 69 which could have a potentially punitive effect on the employer.' 7 ° The question left unanswered by the
Court's Fior D'Italia decision is: what would constitute a reasonably
accurate calculation when using aggregate estimates of unreported
tips.
163. Id. at 2125, 2128-29.
164. Id. at 2125.
165. Id.
166. Id.
167. Id. at 2124.
168. Fior D'Italia, 242 F.3d at 847.
169. Fior D'Italia, 122 S. Ct. at 2128-29.
170. See Bubble Room, Inc., 36 Fed. Cl. at 676 (finding the punitive reasoning in
punishing employees for failing to keep adequate records does not justify applying the
McQuatters formula to employers). See also Harold S. Peckron, The McQuatter
Formula:Punitive Result or Administrative Convenience?, 2000 L. REV. MICH. ST. U. DET.
C.L. 745 (2000).
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Another issue that has been raised by the Court's decision is
whether the use of aggregate estimates will alter the way in which restaurants conduct business. By giving the IRS the authority to estimate
the aggregate amount of tips that have gone unreported by restaurant
employees, employers will most likely feel pressure to adopt better
methods to keep track of their employees' tips in order to prevent being
assessed by the IRS. 17 1 This could result in employers adopting "tip
pooling" methods, where all tips received by employees are pooled
together and then subsequently redistributed among the employees, or
adopting flat service charges. 1 72 The problem with both of these methods is that they would undermine the incentive rationale that underlies traditional individual tipping. Tipping, after all, is supposed to
encourage better, higher-quality service. While "tip pooling" or flat
service charges would certainly allow employers to better monitor the
amount of tips their employees receive, they would also likely have a
detrimental effect on the quality of service. 173 What incentive would a
waiter have to work harder when he knows at the end of the day he is
going to receive the same tip as the laziest waiter? By authorizing the
IRS to use aggregate estimation methods, many restaurant employers,
out of fear of subsequently being assessed back FICA taxes, may feel
compelled to adopt these incentive-destroying tip monitoring methods.
Even if restaurant employers decide to stick with the traditional
individual tipping approach, they may feel compelled by the IRS's
aggregate estimation authority to police more closely the amount of
tips their employees receive. This heightened "tip policing" could
include more personal oversight or additional paperwork for the
employees to fill out. There would obviously be additional daily operational and management costs associated with this increase in "tip
policing," costs which could prove to be very onerous to smaller restaurants with limited resources. 174 Such a situation could also lead to
creating a hostile work environment with increased resentment
between employers and employees. 175 Quality employees who resent
having their employers look over their shoulder every time they receive
a tip may be inclined to find work at restaurants that have a more
laissez-faire attitude toward tip monitoring. Ultimately this could hurt
171. Fior D'Italia, 242 F.3d at 848 n.6.
172. Id.
173. Amity Shlaes, Taxing the Hand that Feeds You,

23N.
174. Melissa S. Monroe, RestauranteursResent IRS,
9, 2002, at 1E.

CHI. TRIBUNE,

July 3, 2002, at

SAN ANTONIO EXPRESS-NEws,

July

175. Shlaes, supra note 173.
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the restaurant's bottom line and could threaten its survival as a business, a possibility that is not farfetched in the risky restaurant
business.
VI.

CONCLUSION

There is no question that significant tax revenues are lost every
year as a result of unreported tips by restaurant employees. The very
nature of the tip reporting system itself is to a large degree the source
of the problem. A combination of relying on individual employees to
voluntarily declare the amount of money left by restaurant patrons and
the IRS' unwillingness to conduct individual employee audits, has created a strong incentive for employees to not report their tip wages. In
the face of this problem, the IRS proposed a solution that consisted of
abandoning costly individual employee audits in favor of assessing
only the restaurant employers their share of unpaid FICA taxes by
aggregating the unreported tips of the restaurant's unidentified
employees.
In Fior D'Italia, the United States Supreme Court had an opportunity to determine whether the IRS was statutorily authorized to use the
aggregate estimation method in handling the issue of unreported tip
wages. Unfortunately, by holding that the IRS did have the authority
to use aggregate estimation methods in assessing employer's share of
FICA taxes, the Court decided the case improperly. By reading the
IRS's statutory authority broadly, the Court avoided the fact that the
specific language in the FICA statute is notably silent as to IRS's power
to use aggregate estimates in collecting FICA taxes. The Court's broad
reading has also served to create a series of statutory anomalies and to
raise a series of unresolved issues, such as what will be the proper
method of calculating future assessments.
Most significantly, the Court's decision has the potential to have
major ramifications on the restaurant business in this country.
Employers are now under increased pressure to fundamentally change
the way they conduct their daily operations in order to guard against
costly future assessments from the IRS. By adopting methods such as
tip pooling or charging flat service charges, employers will be able to
more closely monitor the tips received by their employees, but they
also run the risk of destroying the incentives for their employees to
provide prompt, high-quality service. Ultimately, this could have an
impact on the American consumer who would bear the brunt of any
deteriorating restaurant service.
Instead, the Court should have decided the case in favor of Fior
D'Italia, by denying that the IRS had the statutory authority to use an
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aggregate estimation method. As the dissent correctly argued, a contrary decision would have been the more reasonable and proper
approach. By reading the statutory language more narrowly, the Court
could have avoided giving rise to the aforementioned statutory anomalies and unresolved issues. A contrary decision would have also prevented the injustice of unfairly increasing the administrative burden of
restaurant employers by pressuring them to alter the way they conduct
their business. While a contrary decision would have denied the IRS
an admittedly more efficient method to make assessments for unpaid
FICA taxes, the IRS would not have been denied other options. The IRS
could have taken advantage of already existing and under-used programs, such as the Tip Reporting Alternative Commitment (TRAC) and
the Tip Rate Determination Agreement (TRDA), which were designed
to help assist with the tip reporting problem through voluntary cooperation between restaurant owners and the IRS.' 7 6 Additionally, the IRS
could have lobbied Congress directly to amend the FICA statutes to
grant the IRS the authority to use aggregate estimation methods.
ChristopherA. Crowson

176. See Jody L. Spencer, Recent Development, Bubble Room, Inc. v. United States:
The Court of Federal Claims Says No to Aggregate Income Estimates for Employer-Only
FICA Taxes, 31 GA. L. REv. 1259, 1285-87 (1997).
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